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ACGRICULTURE IN A WORLD OF TRADING BLOCS

by Tim Josling®

The past few years has soen a growing concern with the prospect of a
weakening of the multilateral trading system and he emergence of a small number
of veplonal ctrade blocs, The fear {s that . so blocs would devolop
protoctionist tondencies toward each other, and thus force independent countries
to take shelter within a reglonal bloe. The benefits from a broad mult!lateral
trade system would fnevitably be forgone, though trade could still atay "open®
within the blocs. The growth of regionalism is indeed evident in many parts of
the world, and the further delays that have overtaken the completion of the
Uruguay Round of GATT negotiations are enough to pglve any supporter of
multilateral trade cause for concern. But the drift towards a world of trading
blocs has not so far progressed to the "point of no return”. HMuch will depend
upon the behavior of the bloes themselves in the next fow years.

The fssue of the treatment of agriculture in a wovld of trading blocs ls
likely to become more fmpovtant {{ these “locs come to dominate world trade. 1f
this happens then world markets will be astrongly influenced by the external trade
policles of the bloc countries., There are reasons to believe that such blocs
will tend to adopt uniform policies toward third countries even if they remain
free-trade areas rather than customs unions. But even If the trade blocs rematin
subsidiary to the multilateral trade system, the treatment of agriculture and

agricultural policy within the blocs is of inteveat. Thore to one can point to
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' The author i{s a Professor of Econeomics in the Food Research Ing.'tute,

Stanford University, Stanford, California
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dynamic forees tending to shape policy actions,

Agriculture is teceated in various ways In trading blocs and free-trade
areas. In some it is ignored, as if not really subject to the same set of
circumstances as othor sectors. In rare cases it is treated as a regular sector
of the economy, and subject to the same rules. In most cases countries have trod
carefully In framing arrangements for free-trade areas so as to preserve as much
as possible of the domestic autonomy of farm and food policles, Nevertheless the
agricultural sector {» bound to be affected by the existence of free trade with
nefghboring countries. The only fssue is whethor policies will react quickly to
take advantage ot possibil{ties that freer regional trade brings, or whether
povermments will veslst until the policles are modified by market pressures or
coliaptse under their own welght,

This {ssue of the evolution of domestic policies in free-trade areas is in
turn crucial to the Interests of independent countries selling into world markets
for apgricultural produce. [If the bloecs pursue aggrossive policles toward each
ather In other aspects of trade, thelr agricultural trade relatfons are unlikely
to be lheral. Avd {f each country were to keep its own restrictlve agricultural
policy in the face of otherwlse open intra-bloe trade policies, it is not clear
what scope would exist for globsl negotiations on types and levels of support.
If, on the other hand, domestic policies became modified as a result of internal
trade developments within the blocs then the international {mplications could be
benign. Indeed one could tmagine a path to liberal international markets passing
through regionally liberalised agricultural policles brought about by the forcen
of regional market integration.

This paper attempts : - - ‘ore this path by considering the interaction

between agricultural policies snd free-trade aveas, As a structural device, the




argument is focussed on elght propositions, These include two propositions on
the nature of trade blocs, followed by three on the implications for agricultural
policy within the blues and two on the ifmplications for world commodity trade.
No attompt is made to match the propositions with actual policy developments,

though that would be an interesting next step,

Proposition 1: Free Tiade Areas Are the Norm rather than the Exception in
World Trade

There 15 a sometimes a tendoncy to think of free-trade areas as belng of
recent origin, or as affecting only a few countries, To put the prevalence of
such arrvanpements in perspective, it is useful to recall how many countries are
members of repfonal trade alliances. The most rigni“icant current free-truue
areas are listed, topether with their member countrles, in Table 1. The 115
countries on the list include most of the Contracting Parties of the GATT, as
well a a handful that are not GATT members.! The voglons that are almost
entirely covered by FTAs are Africa, Europe and the Americas: by contrast Asia
and the former Soviet Bloc have not (yet) developed regional trade associations
to the same extont.

The trend toward reglonal trade liberalisation has proceeded farthest in

! One country, Mauritania, 18 a member of two free-trade areas (ECOWAS and
the Arab Common Market). The Table does not include preference schemes, such as
the Lome Conventinn botween the EC and the African, Caribbean and Pacific (ACI)
countries and the Caribbean Basin Initiative (CBI) of the US, The EC itself {-
Included as a part of the European Economic Area, formed between the EC and EFTA.
Switzerland has not ratified the REA Troaty, Not all the FTAs in the list are
equally effective, but all have boen actively used in recent years as a vehicle
for freer regional trade on a multicommodity basis. Many have plans for tariff
harmonisation, and some aim to liberalise capital and labor flows. 1In general
the FTAs listed here do not plan full economlie or political integration.
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Table 1

COUMTRY MEMBERSHIP OF RAJOR FREE TRADE AREAS, 1992°

EURDPE AMERICAS AFRICA ASIAFPACIFIC MIDDLE EAST
EEA SAFTA &P ECOWAS EIa ASERN ]

Austris Caoeda Bolavea Benin Angola Brunes Egyps
Belgizm ¥exico Colozbia Burkina Faso Barunaz Indomesia rag
Denmazk 3523 Ezuadpr Cape Verds Botswana Malaysza Jordan
Finland Feru Cote &'Ivoize Cozeres Ehilippines Libya
fraoce CACM Venezuels Gazbsa Dasbouts Singagore Mauritansa
Sermamny Ehana Ethicpia Thailand Sudan
Greece Losta Bice Hercosur Guimea Kezya Syria
Iceland E£1 Saivador Guinea Bissau Lesciho Yeren (Demd
Izsiand Guatensla &rgentina Likerza Hadagascar
Italy Ecnduras Brazil Mal: Malme =
Luzerkourg Bicarsgas Paraguay Hazritanta Mauritius
Retherlands Cruguay Niger Mozambigue Australis
¥orway CARICOM Nigaria Bwznda How Zaxland i
Bostugal Senegal Seychelles i
Spain ZxtiguasBarbados Sierra Lecne Socmalia
Swedez Bakamas Tago Swazsland
United Kingdom Barbados CEEAC Tanzania

Balize Uganda

Canintcs Burgndy Zuzbis

Grenada Cazercan Zizbabwe

Guyena Central African

Jazazcn Begdblic SaCT

Hontsersat Chad

| St KirtsiNavis Caongo Botswana
S Luciz Egusitozzal Suinea Lesstio
St Vinoest axd Gaben Raxmbia
The Srenadizes Fwanda Scuth &frica
Irintdad/Tckage Sac Tome and Swazsiand
Frincipe
Zazire
L —

Bilateral gref ar s are excliunded

0% = przb Cooymon Mazket
AP = frdesn Pact

ASESR = Association of SouthFast Asian Naticos

CAQM = Cexmtral Americen Compron Masket

CARICOM = Cariblesn Cotron Market

CZYAT = Ecgnomic Comrmmity of Central African States
IR = Closer Zconmomic Relatiozs Agreesment

ZCOWAS = Economic Cocrmmity of West African States
EZA = Eurcpean Eccnomic Azea

MERCUSTR = Sguthern Cooe Commen Market
RAFIA » KRorth Acerican Free Trade Agreesest
FIA =~ Eastern Soutbern Africa Freferential Irade Sgreement

BACY = South African Customs Unicn



Europe, where a large and seamless "internal market® will largely be in place by
early 1993, The negotiation of a Buropean Economic Area which includes the EC
and the EFTA countries, and of Association agreements with Paland, Rungary and
the Czoch and Slovak Republics, effectively sets up an economic group of ove:
twenty countries, North America is following hard behind, with the North
American Free Trade Apreement between Mexlco, Canada and the U8, which builds
upon the earlier Canada-US Free Trade Agreement and promises a tariff-free zone
for most commodities over a ten year period,

Prompted by these regional activities, several replonal schemes have been
revived or formed in Latin America and in Africa.? In Latin America, the
formation of MERCOSUR among the Southorn Cone countries (excluding Chile), and
the decfsion by the Andean Pact countiles to furm an Andean Common Market by
1995, has stienpthened the often shaky level of economic cooperation In this
region.” The countries of the Central Amerlican Common Market have signed a
framework agreement for free trade with Mexico by 1996, and can be expected to
negotiate terms with the other NAFTA countries. Among those facing a less
certain future are the CARICOM countries, many of whom have preferential access
to the US through the CBI and to the EC through the Lome Convention, who face the
prospect of an erosion of those preferences. These countries may also he obliged
to joir a widened NAFTA to remain in contention for investment funds and to keep
access to the US market,

In Africa, riddled with regional trade agreements since the colonial days,

? Many reglonal trade groups were founded among developing countries in the
1960's, In part as a response to the establishment of the EC. This current
resurgence of Interest can be traced to the renewad activity in Europe following
the publication of the Single Market White Paper in 1985,

? Chile has opted for free-trade agreements with Mexlco and with the US.
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a now gense of urgency is apparvent, The continent (south of the Sahera) is now
covered by four trade agroements: ECOWAS iIn West Africa, formed from tho
expansion of the Francophone CEAQ to include Anglophone countries; CEEAC in
Central Africa, a revitalisation of the UDEAC arrangement of the 1960s; and the
PYA, which includes countries that were in the dofunct EACM as well as those in
Southern Africa; and BACU, which covers those countries closely alignod with
South Afiiea.* Several North African countries participate in the Arab Common
Market, and in addition have formed various bilateral Arab Unions, The ultimate
objective has been agresd in the OAU to work towards on African Bconomic
Community, on the basis of such sub-roglonal groupings, by the turn of the
century.

Discusstons among the Pacific Rim countries are also almed at establishing
a reglonal trade ldent{ty. The only true Asian replonal association, tho ASEAN,
has had a political and security focus, These ;OUHCrlﬁﬂ have now agreed to
establish an Asean free-trade area (AFTA), which would liberalise internal trade
in 15 vears. Broader economic groupings have been suggested, most prominently
by Malaysia, as a way of reacting to European and North American regional

hlocs.®  Se far discussions held under the umbrella of the APEC have not

proceeded far.® Issues of membership and objective seem at present insoluble,

* An economic development grouping of states in Southern Africa, the SADCC,

has recently agreed to set up the SADC, which would overlap in both substance and
membership with the PTA. The PTA eountries have proposed a merger botween these
two grouplngs.

° The Malaysian suggestion would have led to an East Asian Economlic Group,
comprising ASEAN, Japan and sevaral other countries in the reglon,

® APEC was formed in 1989 to act as a forum for the discussion of trade
lsuues In the Paclfic Rim. It was not envisaged at that time as a trade bloc
More recontly, APEC has set up a Secrotariat and called for a program to be
prepared which would lead to reglonal trade liberalisation. APEC fncludes the
US and Canada, who are not in favor of a preferential reglonal trade agrecment
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and a Uruguay Round outcome that will revive multilatersl trade rules is still

considered the most desfirable optioen.

Proposlition 2: Froe Trade Areas are not a Substitute for the Multilateral
Systoem

It would appear from their prevalence that Froe-trade areas £111 some kind
of political or economiec need. The political attraction of these trade blocs iu
that they can be portrayed as both a step towards more open trade and as a line
of defence agalnst competitors, They will still bo opposed by protectionist
elements, including those parts of the bureaucrecy that are cthreatenosd by freer
trade, but are likely to have widespread support in the business community, As
economic strugglen replace the securlity tensfons of the Cold War, alliances such
as these may comn to replace defence groupings as a focus for foreign policy.
And In international fora, groups of states may come to play the role of the
superpowers .

The economic case for free-tvade areas is also a mix of Liberal and neo-
mercantilist objectives. The liboral case rests on the notlion that the pr ras
of removal of trade barrfers (s casier in rveglonal markets. This case s
strengthened In such areas as services, where 1little multilateral trade
liboralisation has been evident until now, and in intellectual property rights,
where new codes of conduct are needed to deal with new technologles, Sorvice
trade may cupand much quicker within reglonal markets, where regulations which
govern labor and capital flows can be more easily coordinated. In these areaw.,

several of the FTAs are pushing aliead of the Uruguay Round. Should the Round he

in this area,




successfully concluded, thoir provisions will be less necessary,

The most significant area of reglonal 1liberalisation is likely to be
investment, The attraction is that domestic fivms con invest in the relative
safety of the partner economy, to take advantage of cost differences (such as
lower wage rates), whilst having the assurance of access for the finished product
and less chance of diseriminatory action by the host govornment. In such
clrcumstances, trade is encouraged by the reduction of uncertainty, though the
slrernative of a multilnteral agreement could still be bettor If it wore
possible. 1In general, such positive trade liberalisation nerves to add to growth
and employment, and to make better use of the world's resources. The phrase
"open reglonalism” has been cofned to denote this plurilateral liberalisation.

The problems posed by such alliances stem from the defensive nature ot much
of trade policy, as ft might become manifost in the use of trade restrictions at
the reglonal level. 1t {6 a fine line botween encouraging partner investment and
discouraging investment from third parties, The existence of a reglonal
agreement, for example, against oxpropriation of property held by foreigners
fmplies that the excluded partfes have less protection. Investment costs for
those countries will be higher to cover greater risks. At times of economic
hardship, such subtle discriminatlon car easily turn to blatant protection, This
highlights the need for strong multilateral institutions and rules to ovorsee the

trade bloes and thelr relationship to one anothor,

Proposition 3. Agriculture causes Problems for Free Trade a:sas, and ls

Ineluded Unwilllngly




Agriculture has often heen loft out of FTAs, or treatoed in a way vhich has
effoctively excluded agricul ural trade from their provisions. This may not be
a posaible solution in the future, if those arrangements tako on greater
significance in national trade policies. There are four major veagons to include
agriculture in the provisions of an FIA, Flrstly, exporter members will want
accoss to {mporter markets for their agricultural goods. Only an alliance of all
tmporting countries are likely to be able to ipgnore agricultural trade
altogether. Secondly, food cost differences among countries within the FPA,
arieing from different apricultural prices could both distort trade and
investment patterns and cause problems of wage comparabllity., Thirdly, {f
agriculture In excluded the food sector will tend te remaln natlonal in secope,
as a result of different raw materfal costs and regulations, and may not be
internatfonally competitive. And lastly, it is not OGATT legal to oxclude
agriculture from free-trade agreoments, Article XXIV requires that such
apreements cover essentlially all trade among the partnevs.

There are in essence only two reasons to oxclude agriculture from the
provisfons of a free-trade aren. Most domestic agricultural price policioes
require protection at the border {n order to be effective, As a consequence,
free trade poses some threat to the operation of such programs. And negotiations
are 1lkely tu Lo complicated by domestic farm policy considerations. One cannot
blame politictans from taking the easy way out when faced with nagotiating
reglonal access to cherlshod domestlic agricultural mavkets,

In the treaty eatabhlishing the European Freo Trade Association (EFTA) in
1960, agriculture was left out at the insiastence of the British, who did not wish
to weaken preferences for the Commonwealth (Cannda, Australfa and New Zealand {n

particular), The EFTA-EC bfilatoral trade agreements (1973), agaln lef:




agriculture out, as no EFTA prefervences were boing oroded by accession of Donmark
and the UK to the EC. In the more recont nogotiations leading to the creation
of the Buropean Economic Areas (EEA) in 1992, agriculture has been largely left
out of the EC/EFTA internal market agreement, to the chagrin of tho Spanish who
would like to have had better access to the rich Nordic and Alpine markets for
mediterranean products. A series of preflerential quotss is Included in the EEA
which enly serve to highlight the current fragmentod nature of the market for
many agricultural goods in EFTA,

The vartous Latln American frec-trade agreements, including the LATA, the
ANDEAN PACT, MERCOSUR, and CARICOM, all have essaitianlly focussed on industrial
products . The bilaterals being nagotiated under the framework of the Entorprise
for the Amevicar Inftiative (EAl) also are light on agriculture. In Asla,
vegional groupinpgs arve less common, and hence have less direct {nfluence on
agricultural policy. ASEAN has operated a collective agreement on food security,
fnvolving th. sharing of rice stocks at times of shortage, but otherwlse has had
Httle agricultural (or trade) content. Recontly, ASEAN countries have agreed
to uet up a free-trade avea (AFTA), but agriculture fa to be largely oxeluded.

African free trade agroements have generally included provision for freer
trade in agricultural poods, as these cover a large share of trade for the
countries invalved. lowever a varfety of revenue dutfes, coupled with the para-
statal control over many of the export commodities, have made agricultural trade
leas than free, even when no tariff restrictions apply. Instoad the emphasis has
ofton turned to the coordination of agriemltural Investment, and to commen
approaches to prospective donors,

In North Amorica, CUSTA (1990) included agriculture in the tariff.cutting




activity, but not in the non-tariff barrier removal,’ Neither the US nor
Canada thought of the othar as a big potential market, and the GATT Round seemed
to be taking care of agricultural trade issues. The NAFTA (1992) also shows
signs of being overshadowed by the Uruguay Round: it fnciudes a set of trilatoral
provisions of a largely exhortative nature on the noed to use less trade.
distorting domestic policlos and abstain from oxport subsidles, Market access
{a improved by the provisions of two bilateral (US-Mexico and Canada-Moxico)
accens agreements for apricultural products (to supplement the US.Canada
bilateral that already exiated). A schedule of tariff roductions over the next
decade will aive Mexfco better access into the U8 and Canadian agricultural
markets, and vige.versa. Non-tariff barriers -ce also to bae phased out on US-
Mexico trade, leading to a relatively [ree internal market for grains, oilseods,
meat and horticultural products. As an exception, Canada gets to keep import
quotas on dafry and poultry products (the "supply managod" commoditiesn), at least
untfl forced by a GATT agreement to convert thow to tariffs,

The treatment of agriculiure in free-tvade aveas thus lags well behind
other sectors in its liboral ginfluenca. Domestic poliecles have generally
prevented an open horder approach to market integratfon. Porhaps only the Closer
Economic Relatfons (CER) Treaty between Australla and New Zealand fully
Incorporvates agriculture, but that was made easler by the sharp reduction in the

level of protection of the sector in Now Zealand In late 1980's,

Propasition 4: FTA members wlll have to modlfy tholr agricultural pollcios to

" The oxception to this was the 1iberslization of Cancdian coreal Lmport

licensing,
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accommodate free Intra-bloc trade

Intra-bloc agricultural trade problems arise for the same reasons as with
the GATT. Domestic programs raquire border measures to be effective; removing
these border measures would make domestlc programs diffiecult te work, The

ition 18 how to allow free trade within an FTA without eliminating domestic
‘ograms .,

Freoe trade is an imprecise concept. It certalinly implies the absence of
deliberate tariff barriers and such non-tariff barriers ns quotas and parafiscal
taxes. It usually means the absence of discriminatory policies that treat
imported goods less favorably than those of domestic origin, In its strictest
sense 1t would also {nvlude the removal of all policles that give any form of
asslstance to domestic firms, on the principle that the playlng fleld was not
truly level Taken to fts extreme, provision of most public goods would he
effected, as the quantity, quality, and method of financing of such government
activitles undoubtedly fnfluence competition.® Governments, however, are not
lkely to buy the argument that a free-trade commercial policy involves giving
up all domestic sectoral, reglonal and Industrial policles. 1In practice, the
guestlon {5 how to conutrain policies that give a marked {ncentive to expand the
production, or readuce the corsumption, of a product of export interest to a
trading partner.

A classification of polley instruments permits identitlication of those
ltkely to be of partfcular relevance in free-trade area talks. TFor this purpos«

it s useful to start ith a distinction batween "coupled” and "decoupled" polic,

pr—

8 1f one adds free trade in services, another set of government vegulations

cuuld be considered contrary to free trade, Barrlers to service trade are
generally of the form of repulations on labor mobility, rules of establishment,
fiduciary contrnl of financlal services, and other types of regulations usually
deemed “domestic.”
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instruments. In this context, a "coupled" policy rewards (or taxes) producers
or .onsumers on the marginal unit of production or consumption. Output or use
decistons, thercforo, are directly impacted by the polliey.®

Four combinations of producer and consumer policy types are possible, as
shown in Figure 1. Policies that are coupled on the producer side ave likely
to cause the most problems for intra-bleck trade. These include primarily the
set of policies that operate at the border, which are coupled to both production
and consumption declsions., Policies decoupled on the consumer side Include
various producer subsidies paid in a way that allows market prices to find thelr
own level. These will be somewhat less contentlous, but still ralse lssues of
competition among producers, Producer-decoupled programs include coupled
consumer taxes and subsidies, which are unlikely to be of major concern in an
FTA, and those fully decoupled instruments that do not directly affect market
price and hence are likely to be broadly acceptable to all of the trading
pﬂt’(ﬂ(‘l’ﬁ .

One would expect the issue of direct trade policies to be the most
tmmediate concern in FTAs. The problem will be apparent as & conflic. between
protected domestic producers and those wishing to galn access to that market
through the provisfons of the FTA. The natural focus of negotiations in the case
of tariff protection is to agree on a reduction on such tariffs on intra-bloc
trade, leaving members to run their own external commercial poliecy. The tariff

reductions can be subject to safeguard provisions, which can act to "snap-back”

? This definition of a coupled policy is less rigorous than others that can
be suggested, For instance, lump sum payments do not affect marginal declisions
divectly hut may be enough to keep a producer in business, borrow to finance
expansion, and choose one product over another. Too strict a definition ot
decoupled policies is probably unconstructive In the context of FTAs: too few
policies would qualify, and the attempt to modify natfonal policies could be
abundoned,
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Figure 1 Classification of Instruments According to

Degree of Coupling
Producer Coupled Producer Decoupled
Consumer coupled Incompatible with FTA Likely to be tolerated in FTAs

Allowed on third-country trade
Consumer subsidics
Jmport taxes, levies
-Storuge subsklies
-Import guotas {consumer level)
-Fixport subsidies

Voluntary export restraints

-Huome martket schemes

Producer-finunced export
subsidies

State frading

Consumer decoupled Likely to be challenged In FTAs | Allowable under FTAs
as distortion of competition
Faod stamps (general)
Producer subsidies
-Crop insuranee
-Deficiency payments
-Hectarage payments
-htorage subsidies (producer
tevel) -Set-aside payments
(r,-p).Q

Set-aside payments

P, -P,). 0

(P - Py} Q refers to the part of sct-aside payments that stimulate output above world prives,
and (P, - P). Q s that part which has no effect on ontput. See text for an explanation of these terms




tariffs {f imports rise too fast, In the case of import quotas one would expect
the rolaxation of quantitative restrictions on pavtner trade over a poriod of
time. Domestic pressures will try to influence tho time period allowed for
adjustment . though this may be unrelated to tho actual time needed for such
adjustment. Firms will be keen to protect the value of their capital investment;
a long transttion period preserves for a time the stream of protected receipts
and hence presents a free fall in asset values,

Expart subsldies are also likely to be objectionable to producer interests
in an FTA, on grounds that competition is distorted. Governments in general will
have less difficulty reducing export subsidies on internal FTA trade, degpite the
fact that such subsldieos offer protection to producers.® It i{s somewhat easier
tor an {ndustry to clatm protection against lmports than to argue for axport
assistance . Quantitative controls on expcrts within the bloe, such as might be
used to keep prices down {n times of shortage, can also be outlawed with relative
ease. Voluntary Export Restraints (VERs) have become a part of the commercial
armory of a number of countries: it would seem natural that FTA partners remove
all VER arrangements between them, perhaps after a transition period.

Among other export-related policies that are likely to cause problems for
FTAs are home-market schemes (where a higher domestic price gives an implicit
export subsidy as a result of rovenue pooling) and "producer.financed" export

subsidies, pafd from a producer levy rather than from the taxpayer.!! Such

1 0n occastons an importing country may wish to keep the advantage of

subsidized fimports from the partmer, at the expenses of domestic producc:
interests, This could be true, for instance, in the case of Mexican attitudes
toward US povernment credit guarantees on sales of dairy and grain products to
Mexico,

" This Instrument should be more properly called a consumer-financed
export subsidy, as it can only be profitable for the producer to sell more
cheaply abroad if the domestic price ls rafsed above the world market price. As
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policles distort competition and will bo targets for negotiatfon, However, in
so far as they are run by marketing boards there could be considerable reaistance
to change.

This problem of what to do with institutions that run policies counter to
an FTA arises also in the case of state trading. A parastatal importer can offer
protection without the need for a tariff or explicit quota., The effective quota
fs the amount fmported, which can be less than would have come in under free
trade, . nd the fmplicit tarlff revenue is the pro~”it made by roselling on the
domestic market. Export apencles also can influence traded juantities, often
plving an eftective subsidy through trading lesses. A country may be reluctant
to give up {ts cherished institutions on account of an FTA: in practice, some
accommodat fon will have to be found to prevent conflicts arfsing within the FTA
from state trading nctivléy.

Producer subsidies raise problems for FTAs only slightly less soricus than
direct trade barvfers. Competitors in other countries are likely to challenge
producer subsidles as distortive of competition, The economle case for the
removal of such subsidles is not clearcut: the policles may be deslivable
responses to diverpences of a specific national character, In terms of political
economy, the success of the FTA may hinge on the willingness of governments to
plve up the right te distert competition even when natlional conditions might
warrant such policles.

Deficfency payments are a special breed of producer subsidy, triggered by
the relationship between market prices and a pre-set guaranteed price. They add

stabiliry to farm prices (If not incomes) and are generally considered hv

-

with the home market scheme, such producer-controlled policies require {mport
restrictions to operate and are usually associatod with parastatal marketing
boards,
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recipients to be the next best thing to adequate market prices. To give up these
policies in an FTA may prove difficult, It is more likely that attempts would
be made to "decouple" such payments, as has been done for the purposes of control
of domestic spending.

Storage subsidies (at the producer level) pose similar problems, but are
in goneral likely to. be less provocative: they act to remove surpluses when
prices are low and may be deemed helpful to the partmer country in the FTA. The
subsldy element in set-aside programs is, however, likely to be contentious.
Set-asides are usually ways of reatraining the quantfty of output that can
benefit from support prices. They should, therefore, be judged as a part of a
producer pubsidy program, One can conceptually distingulsh between that part of
a set-aside payment that {s production-neutral and that which {s in offect a
production-stimulating subsidy.'? The US-Canada Free Trade Agroement attempted
to deal with this lssue In the context of opening up Canadian markets to US
grain.

Consumer subsidies are unlikely to gencrate significant problems within an
FTA, even though they may distort competition. There 1s onough of a mercantilist
flavor to moat FTAs to welcome any trade-expanding measure. Schemes that
encourage storage (at the wholesale level) in general will also be found
unobjectionable., Stability from such storage will benefit all partners,

Similarly benign are programs that are effectively decoupled from output

and consumptlon decisions, such as food stamps (which act much as an income

2. 1f p, 1s the (marginal) support price, P, the world price, and P, the
price at which the actual output would be the same as that with the poliey (the
"incentive" price’, then (P, - P,) is the price incentive and (P, - P,) s a
production-neutr .1 subsidy. See Carol Bray, Tim Josling and Jay Cherlow
"Adjustments fo: Set-Aside Acros in Agricultural Trade Agreements: An Example

from the Canada-US Trade Agreement," Canpdian Journal of Agricultural Eeonomics,
Vol. 40, 1992, p.25.
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supplement) and crop Jinsurance (so long as it 1is not commodity specific).
Payments per hoctare, such as in onvisaged in the MacSharry proposal for the EC,
may raise somo questions in an FTA, but if truly decoupled from current output
decislons they may have a minimal impact on competition, The decoupled alement

of set-aside payments could also be deemed to be non-distorting within an FTA,

Proposition 5: FTA mombers will also change thelr third country trade
policles over tlme

The prablem of domestie Ingtrumonts as barriers to market access for PTA
partners is the focus of most attention In fres-trade negotliations, But an
equally limportant fssue that has recoeived vemsrkably little attentlon is the
fmpact of {reer intra-bloc trade on the effoctivencss of trade policy instruments
that might be used by member countries on third country trade. What commercial
policies can survive in an FTA? On tho face of ft, membors can vemove those
policles that cause the most trade friction within the FTA and still maintain
thelr Individual pollcles against non-mewbers. Pigure 2 shows the range ol
policy instruments where the trade measures apply only to third-country trade
But even {f only the less disruptive policies were allowed to stay, significant
changes in thelr offectivoness ave apparent. The feasible policy set in an FTA
ls much smaller once protection against partner trade is removed. The loss of
poliry offectiveness can be illustrated by consldering the various instruments
In the presence of free partner trade,

The problem of disparate tariffs on third country trade among FTA members
is well known. Trade can be "deflected" through the country with the lowest

border protectfon and dilute the proteetion in the other countries. It is normal
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Figure 2: lmpact of FTA on Effectivencss of Poliey Instruments

Policy Impact of FTA
Tarill on 3rd country imports tariffs above fowest partner Tevel
become ineflective

Quota on 3rd country imports guotas become Ineffective
Export subsidy an 3rd country trade subsidies become more expensive
Voluntary export restraing on rd restraint becomes Ineffective

eountts trade
Vurable import fevy on 3rd country stabifity property lost

trade
Government financed storage scheme storage scheme becomes fess

effective

Quantitative bimit on domestic quota becomes inclfective as price

marketing or p oduction raising device
Deflceney poavr nty not directly asfected: cost may be raised or

lowered
Consumer sabmidies nat directly affected: cost may be ralsed or
lowered

Crap insurance not affected
Hecturage payments not affected
Food stamps not pffucted




in FTAs to deal with trads dofloction by means of rules of origin., To qualify
as “"intornal® a préduct mus* have undergone a substantial transformation (or
acqu.ced a particular value added) in the partner country, Unfortunately, this
remody 18 of limited use for agricultural products. Rules of origin are
meaningless for a homogenous good: even if one could trace the origin of o
particular bushol of wheat, national supplies are fungible. The low-priced
country would fmport Its consumption necods to free up exports to the high-priced
market., Such arbltrage could only be stopped by interforing with intra-bloc
trade.

$imllar problems apply in the case of import quotas on third country trade.
One country cannot effectively maintaln such quotas {f $ts partnar with free
accens does not  Import quotas can be fully effective only Ll "reglonalized" to
apply to hoth markete--{n effect the Introduction of a “common pollcy"--just as
tariffn will only be tully effective {f harmonized. Thicd.country {mport policy
can still be nominally independent in an FTA, but in practice pressures will
mount for coordination In the case of homogenous produects,

Expovt policy fares * . better., An export subs{dy (on third country trade)
may survive the negotiatlon of an FTA, But Lf thore is free access into the
marke of the subsidizing country and supplies are fungible, production from the
non-subsidizing country will flow to the subsidizing pertner and cause the poliey
to collapse. Voluntary export restraints suffer the same fate: there fs littlc
pelnt in negotiating such restraints with third country suppllers at the front
door Lf the back door {a open. Once again, the solution is either common
pr licfes or the abandonment of the instruments. Home-market schemos and
"producer-financed” oxport subsidies also lose their efficacy in a situatfon of

free partner access, even Lf restricted to third countries. The ability of the
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marketing board to operate such schemas is impaired by lack of control of all
sources of supply, Consumers can in effect choone not to subsidize exports: they
merely buy partner produsts,

Also influenced by the oparation of an FTA, as market access within the
ares is improved, is the mechanism of the variable levy, If one member of the
FTA has a fixed tariff and another a variable levy, the fixed tariff will come
to dominate the levy. Prices in the country previously protected by the levy
will follow the world price plus the fixed tariffs, with arbitrage among the
markets. Other stabillty devices (such as variable export subsidies) suffer the
same fate. It is difffeult for one country to stabllize its market if 1t has
free trade with a less stable partner. Instability will flow across the border,
This will tend to lead to efther a departure from the FIA principles or a common
stability policy.!® It follows that storage policies will also either hecome
unmanageable (as arve partner attempts to stabilize tho whole FTA internal market)
or coordinated Independent stability policies will not survive a reglonal free

trade regime.

Proposition 6. Domestie Pollcles In FTA Members are likely to Change even
when they do not Conflict with Intra-Bloc Trade
The countries within an FTA may accept that thelr powers to run independent
policfes on third country trade are do_facto restricted: aurely they can run
domestie policies to maintain farm i{ncomes, Take as an orample the control of
domestic supply through production or marketing quotas, Free partner trade will

not In ltself prevent such quotas from operating. The offectiveness of such

¥ To the extent that production fluctuations within the PTA offsov each

othor, stability may be Increased with free trade among partners.

18




quotas, howover, will be significantly limited, It is eloar both from economic
anaiysic and trade policy practice that domestic supply controls need trade
measures as support, 1f subatitute production ecan be freely imporced from an FTA
partner, the production control will be ineffective in maintaining price,
This {8 the reason behind the oxception in the GATT to the rule of "tariffs only"
(Article XI), which allows quantitative restrictiors when domestic production is
controlled. It also lies beahind the use of fmport quotas under Section 22 of the
US Agricultural Adjustment Act (as amended) which mandates such action in support
of Jemestic policies. FTAa put to tho test the issue of {mport baveiers in
support of domestic quotas,

The relationship between FTA rules on internal trade and the obility to run
domeatie subsidy proprams {s less clearcut. Such subsidlos could be ruled out
on competition prounds, as Indicated above, DBut those that survive mipht be
weakened by the free access provisions of the FIA. Essentlally, the lmpact on
such policies depends npon the trond in market prices, I1f freer trade with
partners reduces market prices, the cost of defliciency payments could increase.
But free trade could also increase warket prices, if oxport opportunities are
opened up. In this case the cost of deficlency payments in an fmporting country
could go dowa. Less stable market prices, following from the greator market
access, will also cause the cost of such polictes to fluctuate, But the market
price in the FTA could also be more stable as a resalt of freer trade. Consumer
policles could henofit from more open access to partner supplles: food stamp

programs and those that {ix maxtmum prices for consumer foods will he less costiy

m

W One could still control production to limlt government exponditure.

Political support for such l{mits could erode, however, If Lt was clear that no
price onhancement was boing achleved,




to vun with lower cost supplies. In goneral, 1if the consumoy and producer
subsidios survive the “competition" test of the FTA, thoy probably can survive
the arbitrage that would follow the opening up of market access,

Docoupling such policior from output declsions was suggested as the
response to the compotition {ssue, and this would tend to free farm incomos from
market prices. The set of decoupled policies discussed above will generally be
left unaffected by freor insra-bloe trade. Crop iusurance, hectarage payments
(for the reduction in price support, tending the land, ov abstaining from
chemfeal dependency) and food stamps can all thrive {n an environment of free
trade. In gome casen, there might be higher costs, 1f market prices fell or were
more unﬁtabl;, but such extra costs in offect would be compensation for the
heneffcial lmpact of lower cost supplias, 1t {s no colncidence that the same set
of policies ave helng proposed for the "green box" in the GATT negotiations,
Polletes that are conslstent with freo roglonal trade are also likely to be
acceptable at the [nternational level. They are not only consistent with market
access and competition needs of an FTA, but also they, almost alone among
exiating poiicing, can bo run effectively in the presonce of free trade amonp
partner-. The refnstrumentation of policies towards decoupling and targeting may
be the only way for farm groups to preserve benof{ts without facirg head-on the

movement to replonal free trade,

Proposltion /7. VFlrAs can bo Complementary to a GAIT Agreement on Agriculture:
Each can Help the Other

The diffleultios of including agriculture in an FTA, taken together with

the realltios of arbitrage in an FTA, as explored in the last two propositions,

tmply three optlons for agricultural polieles, They can be preserved from the
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discomfort of regionally free trade by the exclusion of agriculture from tho
major FTA provisions, by allowing border interventions and diseriminatory
domeatic programs to continue. As an alternative, there could be a movement
toward uniform bloe policles, involving "common policinsg” or coordinated national
policies and national treatmont for parcnor supplies. Or the members of the
free-trade avea could change to policies which rely on simple border taviffs and
decoupled payments,

In this connection, it is Interenting to conslder tho linkages betwaen the
GATT approach and these Internal FTA developments, Exclusfon of agriculture from
PTAs s not a long-lasting solution, and threatens to create the same conflicts
within FTAs as It has in the GATT. Movement teward common bhloe agricultural
policles fs a real posaibllity, whiceh reinforces the need to have a strong CATT
to reterve the development of such policios. The movement toward decouvpled
pavments would be made much wvasier by a GATT agreement along the lines of the
Dunkel Draft, an the move to "green box" payments would simplify the negotiation
of PTAs A favorable GATT outcome would make negotiation of theso agreements
much easfer: in the NAFTA large parts of the GATT text, on the definition of
acceptable subslidles, ete |, could be included which would have to be negotiated
separately Lf there were to GATT deal. In EC enlargement, one could envisage
transitlon perfods for tarifis and green-box payments, avoiding the confusion of

polfcy harmonisation of previous enlargement exercises,

Proposition 8: Free-trade Aroas will not Solve the Problems of World Markets
The final set of 1issues relates to the links botween the intra-bloc

treatment of agricultural trade and policies and the situation on world markets.
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Among the aralytical issuves in this context are the impact of reglonal free trade
on world market price levels and stabllity; the conditions under which trade
diversion may impact countries not part of trade blocs; the extent to which
reglonal solutions assist in the negotiation of multllateral rules; and the
importance of multilateral rules for gulding the conduct of inter-bloc trade in
agriculture

These questions do not hove a stralghtforward answer, The sipnificance of
the treatment of agriculture within an FTA on outsiders depends on a number of
factors, Paramount among these are protection levels in the FTA countries and
the trade balances of the participants. Before looking at the issue of actual
trade bloes and the'y {mpact, some clarification of the expected direction of
that {mpact is useful At the risk of some tiresome taxonomy, this is attempted
below

The ranpe of ditferent rade outcomes can be seen by {magining four typleal
countries, each a candidate for a two-country FTA (see Figure 3).}* Countries
A and B arve protectionist, one an exporter and the other an {importer, while

tountries C and D are a liberal fmporter and exporter, respectively.'® One can

" The discussfon of this section s limited to two-country FTAs, fe

hilateral trade agreements. The taxonomy would quickly get tedious 1f all
possible mult{lateral arrvangements were to be Included. However, the result.
from the two.country examples are illustrative of the range of possibllities in
the multicountry cases. It {s additionally assumed that all partners have
roughly cqual weight {n the formation of the FTA. Obviously, a dominant partner
could {mpose the agenda and deflne the trade concerns of an unbalanced FTA, A
particular form of bhilateral agreement is the "hub-and-spoke" model, where a
large "hub" country (say the U, the EC or Japan) negotiates {ndividual bilateral
agreements with a pumber of smaller countries, which may or may not have an

preferential access to each other's markets, It i{s tempting to see the hub-and

spoke system as wmerely a series of independent bilaterals, but as seen from the
hub the arrangements are more like a multicountry FTA.

&  The torms exporter and importer refer to the trade balance for a
particular commodity. The comments oh internal and external problems should be
interpreted accordingly.
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Figure 3 Categorization of Possible FTAs by Trade Regime and Trode Balance

Type of Country Trade Reghme Trade Balance Examples

A Protectionist Importer Japan, ROK

B Protectionist Exporter EC, US, Canada

C Liberal | Importer Mexico, Chile

D Liberal Exporter New Zealand, Austratia
Type of FTA Internal Problems Trade Creation Trade Diversion

@) Likenunded 171 As

AA concern aver deflection | no no
BB concern over subsidics no no
AB conflicts over aceess yos yes
¢ no internal problems no no
DD no internal problems no no
D no internal problems no no

by Contranan PTAs

AC concern over deflection | yes no
AD conflicts over access yes 1o
BC concern over subsidies no yes
BD no conflicts no yes




therefore dafino six “likeminded" FTAs, which match either protectionist
countries togethor or invelve only those with liboral trade policies, In each
case one can ask what internal problems are likely and what might bo the outside
interest. Internal probleme are most likely among the protectionist FTAs, Two
high-priced importers (an AA FTA in Figure 3) will tend to have conflicts over
trade deflection, each cautlious about weakening thelr own internal market price.
une would expect the pyctecclun levels in these countries to move together over
time as a way to avold such problems. It is also likely that pressure; will
mount to free up Internsl trade. This could cause the bloc as a whole to move
toward lower levels of protection, and gsomoe trade creation could occur.
Slgnificant trade diversion {is f{oherently unlikely in markets where both
countries are {mporters, but the lowering of support levels could have some
benefielal fupact on third countries.!” An alllance botweon two high-priced
exporters (a BB FTA in Flgure 3) may also lead to internal conflict. this time
ovet the level of subsidies fn ecach member, and there wight be pressures to
reduce such subsldies. However, -here (s no elear presumption that any
signitlcant trade creatlon or diversion wlll occur as a result of pressures
within the FTA.

Trade {fmpacts on the rost of the world ave more likeiy 1f the partners have
different trade Interests and commodity balances., A protectionist importer and

a high-cost exporter (an AB FTA) will undoubtedly try to expand internal trade,

v The analytics of trade creatlon and trade diversion, and f{t«
Interpretation in non-tariff situations, f{s discussed {n the Annex. Trade
creatlon 1s usually defined as an increase in {mports in the lmporting partne:
trade diversion refers to the switch in the source of supplies away from third
country trade., In the present context, trade creation can bo taken to mean a
reduction in protectlon levels as a result of the FTA and trade diversion as a
reduction in demand by the FTA from the rest of the world (or an inerease in
supplies). Thus trade creation raises "world® prices and trade diveraion lowers
them,
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at the behest of the exporter, though the importer will try to resist this
pressure. Trade expansion will tend to be positive for agricultural markets, but
the main benefits will be captured by the exporting partner. Trade diversion is
likely to awamp any positive impacts from freer FIA access. Free trade
agreements among "liberal" countries (CC,DD and CD FTAs) are likely to be
relatively benign, With low trade barriers and few export subsidies, and with
price levels cloge to world market levels, the internal improvement in market
access will have little offect on collective balances with the rest of the world.

A different set of responses can be expected if protectionist and 1iberal
countries are thrown together in an FTA. These "contrarian" FTAs are likely to
have somewhat different approaches to the inclusion of agriculture in intra-bloc
free trade. A protectionist {mporter paired with a liberal importer (an AC FTA)
will be primarily concerned with trade deflection through the liberal partner's
markets. Apriculture may well be left out of the agreement, as a way of avolding
this problem. A protectionist ifmporter palred with a liberal exporter (ar AD
FTA) will be more likely ro 1uclude apgriculture in the FTA agreement. The
exporting partner will arpue for more liberal access and lower prices in the
fmporter as a condition of mem ership.!® Trade creation is likely, but third
countries may gain little: the improved access would go to the exporting partner,
as envisaged in the intra.-bloc trade deal, A liberal Importer paired with a
protectioniat exporter (a BC FTA) will be concerned over the level of subsidiesn

employed by its high-priced partner. Competition rules are likely to be high on

1" The fssue of a liberal exporter joining an already established unfor,

betwoen protectionist fmporters {s of some interest., Will the exporter be abie
to change the trade stance of the importers? Or will the exporter he content to
turn protectionist, knowing that the size of the "home" mar. et will be increased
by such a policy? The Netherlands faced this dilemma when it joined the Belgium
Luxembourg Economic Unlnon (to form the BENELUX Union) In the immediate post wav
period.
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the internal agendn. However, internal trade may not increase, and the main
impact could be on third country trade, 1f the liberal importer becomes a "trojan
horae" for reduction in internal prices in the exporter, 1In this case there
would be negative trade "diversion® which would be positive for world markets as
subsidized exports were reduced, Protectlonist exporters paired with liberal
exportors (4 BD FTA) also could catch a dose of liberalism, as the process of
arbitrage weakens the abllity of the high cost producer to dump on world markets.

This set of possibilities would suggest that the impact on any third
country is crucially dopendent on the nature of the countries forming the ¥TA,
It 15 useful to considor some of the major commodity markets and the situation
in existing trade blocs and reglons discussing such arrangements. This is
attempted in Figure 4, which indlcates in summary form the net balance of some
of the major (malnly developed country) trade groups. The major trade problems
of agricultural markets are represented in this matrix. The EC, North and South
America, and Australasia are net ewporters of wheat, sceking access into somewhat
protected markets in East Asia (and in other reglons not in the Figure). It
follows that the wheat market is not likely to be benefitted by alliances between
low-cost exporters (as in NAFTA) and only somewhat indirectly by an FTA between
tho EC and other European countries.!® If East Asia joined with either
Australasia or North America (or even South America), one might vxpect some net
liberalization of world trade. Butr most of the improved access into protected
lmporter markets would be veserved for partnor suppliers. The key relationship

botween the competitive exportors and those who export with large subsidies looke

¥ An excoptlon could bo increases in wheat exports from Argentina to

Brazil, as a rosult of a bilateral between those two countries. See Barry
Krissoff and Jerry Sharples "Proferentisl Trading Arrangements: Wheat Trade in
Westorn Hemisphere Countries," (mimeo) 1992.
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Figure 41 Commodity Balinee and Regional Trade Blocs

Commodity | Sonth North European BFTA snd | Bast Asia Australia &
Ametica America Community | BB (inc Japan) | New Zeal,
Wheat + + + o . +
Rice © 4 ) . +/ a
Corn + + + /e . . a
Oilseeds + 4+ . . . &
Daury © = fs + + . "
Meat + = +/- + . 4
hugar ¢ . + & . "
Fruits and + ‘ . . . +
Vegetables
ok = e

Key ¢ ndicates export urplus
- indicates import deficit
o indicates approximate self-sufficiency

+ /- indicotes import possibility with Tower protection




unlikely to be resolved in the context of an FTA,20

The situation for rice is somewhat similar, since the East Asian market
holds the key. 1In this case, tho key relationship would be between the US and
Japar If free trade were proposed between the two, the Lssue of riee would have
to be faced. Any liberal solution to this problem would have world market
benefits, even if the US rice producers get the major benefit. Corn trade into
Asia is loss rostrivted. In this case only a US-EC free trade compact is 1ikely
to have major {mparts on world markets, although internal impacts of FTA
arrangements could be significant for corn-consuming ecconomies.?*  Oflseed
markeis are also likely to be only affected by [roo trade agreements between the
US and the REC, although freer trade {n ollseeds between Bouth America and the EC
would have an impact -n world prices,

The situation is somewhat different for dalvy products and meats, where the
US §s not o major exporter 1In tho case of dalry, [t is not easy to see an FTA
putting significant pressure on dairy protection in the EC, except as a result
of some EFTA surpluses. Australia and New Zealand once had an PTA with the UK,
which stlmulated heof, sheep, and dalry exports to that country. New Zealand has
wpecial access still In that market. But nothing like a free-trade pact betwoen
the EC and Australasia is likoly to bring relief to the dalry market., The bect
and sheepmeat markets could be helped by regional free trade agreements, an
between Australasia and Ea t Asla.

Sugar 1s one of the [ew commodities in which reglonal free trade could take

B It weems safe to assume that in any FTA between the US and the EC, ti

Communlity would ask for an exclusion of agricultural trade. Incluslon of such
trade would have major repercussions for other countries,.

21 This 1s particularly true of Mexlco in the contoxt of the NAFTA, where
inclusion of corn as an item to be liberalized will have major Impacts on the
rural economy .
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significant pressures off the international market. In particular, the US market
could expand to absorb exports from the Caribbesn, Central and South Amorica,
At present, trado policy is designed to protect the workings of domestic price
support systems. If this protectlon wers vemoved in regional negotintions (or
in the GATT), there would be benefits to world markets.?? Similar benefits
could be achieved in some frult and vegetable markets, whove reglonal trade flowy
are both complementary and significant in terms of world trade. The trade
relationships between the EC and Eastern Burope and the Mediterranean, and
between the US and Central and South Ameriea, each have the potential for
fupacting the world warkets for certaln fresh frults and vegetables,

Beyond these commodity-specific offects, the most important link batween
FTAs and world apricultural markets (s the {mpact on national domestic policlos.
At present the trade fmplicatlon of such policles {a being discussed fn the GATT
Uruguay Round  The argument in this paper is that a simllar outcome may be
possible with the full fnclusion of agriculture coupled with a strict adhorerce

to the principles of free accens within FIAs,

2 See Stoven Noff and Timothy Joaling, Ecanomie Effectn af Removing U
Dalry_nnd Sugar lmport Quotns, NCFAP Discussion Paper Ne FAP 92.01, Resourc -
for the Future, Washington, D.C., 1991,
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